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Preface 


The first budget of a new government provides the opportunity for a fresh look at 
old problems. The old solutions may be found to be lacking. A new direction may 
be required. 


Fostering a public policy framework that promotes growth and provides secure 
employment prospects is one of the central challenges facing a Minister of 
Finance. This budget contains many provisions that are designed to begin the task 
of creating that framework. But one budget cannot be expected to address all the 
problems facing the economy. More action will be needed. 


This discussion paper focuses on one such area in need of re-examination — the 
corporate income tax. 


The corporate income tax is a major source of government revenues. But it has 
become much more than that. Through a variety of provisions, it has become a 
major instrument of economic policy. 


The question must be asked: does the corporate income tax act effectively to 
promote the goals of sustained economic growth and employment creation, or 
could it be more effective in achieving those ends? 


At the same time, it is necessary to address the issues of whether the corporate tax 
system could be simplified and whether certain problems that have arisen in its 
application should be corrected. 


The purpose of this paper is to provide information which is intended to spark a 
serious discussion of these important issues. This discussion must involve all 
sectors of the economy affected by the corporate tax system. To that end, my 
officials and I will be seeking the views of business people across the country on 
the ideas contained in this document. 


This paper offers an illustrative proposal as a direction for change. It would 
broaden the corporate tax base and lower corporate tax rates. It does not represent 
a firm proposal but is rather a basis for discussion, intended to show the 
possibilities for improving the operation and impact of the corporate tax system. 


The proposal is not designed to raise corporate income tax revenues. It has been 
specifically designed to be revenue-neutral. The goal of the changes is to improve 
the operation of the tax system and the effectiveness of tax incentives. 


ili 


No comprehensive changes will be introduced without the fullest public discussion. 
Any changes that result from the discussion will be introduced in a manner that 
will minimize disruption and uncertainty for business planners. 


I look forward to the opportunity for a comprehensive examination of this most 
important area. I believe that there are significant possibilities for improving the 
effectiveness and reducing the complexity of the corporate income tax system. 


The Honourable Michael H. Wilson 
Minister of Finance 
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Introduction and Executive Summary 


The corporate tax system is one of the instruments used by governments to 
influence the direction of economic activity in the economy. Currently there is a 
wide range of special provisions applied to particular industries and to particular 
types of assets. 


The document A New Direction for Canada: An Agenda for Economic Renewal 
raised the question of whether the various incentives provided by governments 
combined to distort or override the market signals that are the basis of business 
decision-making. The paper asked whether the Canadian economy would be better 
served by fewer special industrial incentives and by incentives that were simpler 
and more general in application. 


Other countries have expressed the concern that their corporate tax regimes are 
too complicated and interfere to too great a degree in the marketplace. The United 
Kingdom has moved to restructure its corporate tax system in its 1984 budget. In 
the United States, the report by the Department of the Treasury to the President, 
Tax Reform for Fairness, Simplicity, and Economic Growth, has raised questions 
on the form of corporate tax incentives for discussion in that country. 


The time is right for a similar discussion in Canada. This paper has two purposes. 
The first is to provide the background necessary to promote an informed 
discussion of these issues. The second is to outline a possible direction for change. 


This paper is in two parts. The first part examines the current corporate tax 
system and provides information on the pattern of taxation across different sectors 
and assets. 


The analysis demonstrates that the current corporate tax system creates 
substantial variation in tax rates across firms in different sectors and types of 
business. The present corporate tax incentives not only favour certain sectors but 
favour certain types of investment activity such as machinery over others such as 
buildings. 


The various tax incentives to industries have tended to have an offsetting impact 
across sectors. While certain sectors are favoured relative to others, each sector 
has special deductions and credits. Could the number of specific incentives be 
reduced without affecting the total taxes paid by corporations? Such a change 
might simplify the tax system by reducing the number of specific deductions and 
credits without significantly affecting the level of corporate investment. 


At the same time, the paper suggests that the current pattern of tax rates among 
sectors could be altered to reduce the degree of variation. The tax system would be 
less distorting of market-driven business decisions. This could lead to a more 
efficient allocation of resources and enhanced prospects for economic growth and 
employment creation. 


Analysis of the existing system also shows that many firms are unable to use the 
incentives that they have earned. This has led to the accumulation of huge banks 
of losses, and unused deductions and tax credits within the corporate sector. In 
1981, these had a tax value of approximately $13.8 billion and the value is surely 
larger now. Firms have naturally tried to make use of these accumulated tax 
benefits by, for example, transferring them to taxpaying firms through a variety of 
mechanisms including limited partnerships and after-tax financing. This has led to 
a series of complex changes designed to protect the corporate income tax as a 
source of government revenues. This structural deficiency is a continuing source of 
complexity and change in the corporate tax system. The existence of unused tax 
deductions also increases the variation in effective tax rates. Some firms can 
effectively plan their investments as though they were non-taxpaying. On the other 
hand, for start-up firms, the use of tax incentives may be delayed, reducing 

their effectiveness. 


The challenge, and the opportunity, is to examine whether the incentive for firms 
to invest can be maintained in a regime that is more even-handed in its treatment 
of different sectors and types of investment. At the same time it may be possible to 
simplify the corporate tax system and solve some serious structural problems that 
have arisen in recent years. 


The second part of the paper offers a direction for change as a basis for discussion. 
These changes are designed to address the problems with the corporate tax system 
outlined above, and described in detail in Part A. 


An illustrative proposal is offered for discussion to demonstrate the possibilities 
for improvement. The cornerstone of the proposal is a significant reduction in 
statutory tax rates for all corporations. This is coupled with reductions in the most 
rapid rates of write-off and the elimination of the investment tax credit. The 
purpose of the changes is to make the corporate tax system more sensitive to the 
needs of the economy, not to increase government revenues. Thus, the proposal is 
designed to leave the level of corporate taxes unchanged. 


It is not suggested that governments should or even could abandon all efforts to 
encourage investment. The question is one of degree and the form of incentives, 


and the extent to which the current regime favours certain types of investments 
over others. 


The direction for change outlined in this paper is founded on four fundamental 
principles that are intended to ensure that the corporate tax system is not an 
obstacle to the achievement of economic growth: 


|. Market Efficiency: The corporate tax system should interfere as little as 
possible with the market signals that form the basis of business decisions. 


Activity should be driven by the soundness of the underlying business 
opportunities, not merely the ability to achieve a favourable tax result. 


2. Certainty: The corporate tax system should be stable over time. In 
particular, provisions that have led to frequent and complex change 
should be examined to determine if their underlying objectives may be 
achieved in a manner that does not lead to the need for continual fine- 
tuning and revision. 


3. Simplicity: The corporate tax system should be as simple and certain in 
its application as possible. Businesses should be able to comply easily 
with the tax system in their ordinary business transactions. 


4. Stability of Tax Revenues: The corporate tax system should provide a 
predictable and stable revenue base for the federal and provincial 
governments. Both levels of government should be able to rely ona 
corporate tax system based on the corporate sector’s ability to pay. 


As opposed to a system involving high rates of write-offs and high tax rates, 
incentives based on lower tax rates reward success, rather than effort. 
Successful businesses would be able to retain a higher proportion of their profits 
for reinvestment. 


The proposal would achieve a significant reduction in the variation of tax rates 
across sectors. Different types of investments would be treated more uniformly, 
reducing the impact of the tax system on how businesses conduct their affairs. As 
a result, investments would be allocated more efficiently, leading to a higher 
growth potential and greater employment generation. 


The tax burden would be spread more evenly across different sectors. Moreover, 
the tax burden within sectors would be more fairly distributed as some firms 
which are profitable, but currently do not pay taxes as a result of incentives, would 
begin to do so. 


The reduction in the number of special incentives would allow simplification of the 
tax system. Over time, firms would be able to use the deductions they earn more 
directly, reducing the pressure of accumulated unused deductions. 
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Part A: The Current Situation 


A.1 The Current Corporate Tax System 


The purpose of this chapter is to give an overview of the present rules for 
determining the taxable income and the income tax liability of corporations that 
carry on an active business. While many of the rules for determining taxable 
income also apply to unincorporated businesses, these are not the focus of the 
discussion paper. Investment income received by non-public corporations is subject 
to special rules which are discussed in Part B of the paper. 


Taxes at the shareholder level are also relevant to business activity, particularly 
for owner-managed private corporations. Dividends, which benefit from the gross- 
up and credit, are subject to personal taxes upon distribution. Taxes may also arise 
on capital gains related to retained earnings and increases in the value of the 
business at the time shares are sold. While taxes at this level are not discussed in 
this paper, changes in such taxes may have a significant impact on a firm’s 
investment decisions. 


(a) Description 


The starting point in determining the taxable income of a business is the profit or 
loss for the year as indicated in the financial statements of the corporation. The 
financial statement profit or loss is determined in accordance with generally 
accepted commercial accounting principles. To arrive at taxable income, this 
profit or loss is increased or decreased to reflect specific provisions in the Income 
Tax Act where those provisions give a result different from financial statements. 
The major differences between taxable income and financial statement income are 
discussed below. 


The Income Tax Act provides for a capital cost allowance (CCA) system in lieu of 
financial statement depreciation of fixed assets. Under the CCA system, 
deductions are granted based on specified rates of write-off. Frequently CCA 
deductions are faster than the depreciation expenses deducted on the financial 
statements. Faster write-offs are one way in which incentives can be given to 
investment. While, strictly speaking, a fast write-off provides a tax deferral, such 
deferrals can be valuable to a firm particularly if they are for long periods of time. 
As well, if the firm continues investing, the deferral can be indefinite and thus 
tantamount to a complete exemption. 


The Income Tax Act also grants a special deduction of 3 per cent of the cost of a 
corporation’s opening inventory. This deduction is intended to compensate for the 
tax on profits arising from the sale of inventory which must be replaced at a 
higher cost due to inflation. 


A number of other capital cost items are given special treatment for income tax 
purposes. Corporations for income tax purposes are permitted to claim a full 
immediate deduction for fixed assets such as machinery or buildings purchased for 
research and development (R&D) activities, as well as other current R&D 
expenses such as salaries of researchers. Corporations in the mining sector are 
permitted a full immediate deduction for income tax purposes of their exploration 
and development expenses. Oil and gas corporations may immediately deduct 
exploration expenses in full and are allowed to write off development expenses at a 
rate of 30 per cent per year. In most cases, these costs would be capitalized and 
amortized over a longer period of years for financial statement purposes. 


Mining corporations are permitted a special additional earned depletion write-off 
of one-third of exploration, development, new mine and processing asset 
expenditures, while no such deduction is included on financial statements. If the 
deduction is more than 25 per cent of resource income, then the excess may be 
carried forward indefinitely. 


Royalties and mining taxes, paid mainly to provincial governments, are not 
deductible for federal tax purposes. Instead, a resource allowance equal to 25 per 
cent of resource operating income net of associated capital cost allowance is 
deducted in computing taxable income. For any particular company, the resource 
allowance may be either larger or smaller than royalties and mining taxes 
actually paid. 


Firms that are able to reduce their taxable income for a year to zero may be able 
to create a tax loss if they have additional deductions. If the corporation incurs a 
taxable loss in a year, it may carry back losses three years and claim a refund of 
taxes paid in those previous years. The balance of the current year’s loss can be 
carried forward to be applied against taxable income in a subsequent year. These 
losses for tax purposes can be the result of ordinary business losses or the 
operation of tax incentive provisions. 


The amount of federal and provincial taxes paid by a corporation is determined by 
multiplying the corporation’s taxable income by the applicable tax rate. The basic 
federal tax rate is 36 per cent. This rate is reduced on income from manufacturing 
and processing and small businesses. The effect of these provisions is that 
manufacturing corporations are taxed at a basic federal rate of 30 per cent. 
Canadian-controlled private corporations are taxed on the first $200,000 of 
taxable income at a 15-per-cent federal rate and at a 10-per-cent federal rate on 
manufacturing and processing income. 


Under the tax collection agreements, the federal government collects corporate 
taxes on behalf of all provinces except Alberta, Ontario, and Quebec. The other 
seven provincial governments determine their own rate of tax on corporate taxable 


income as defined federally. Although there are some differences, the three 
provinces that collect their own corporate taxes use essentially the same tax base 
as the federal base. Provincial tax rates vary substantially across provinces. A 
lower tax rate is available to small businesses in nine of the provinces. The range 
of combined federal and provincial corporate tax rates at the current time is 
presented in Table 1. 


Federal corporate taxes payable are reduced by the investment tax credit. The 
effect of this tax incentive is to reduce the cost of a firm’s investment directly. The 
credit is available for expenditures on new depreciable assets in agriculture, 
fishing, forestry, manufacturing, processing, resource industries, and on certain 
construction and transportation equipment. The rate of credit ranges from 7 to 

20 per cent depending upon the region, with a special temporary 50-per-cent credit 
for manufacturing in selected slower-growth regions. A special tax credit is 
available for R&D expenditures. If a corporation is not paying federal taxes in the 
year, it may carry back investment tax credits three years or carry forward for 
seven years to be applied against federal taxes owing in those years. The current 
tax law also allows non-taxpaying companies to claim a refund for a portion of the 
investment tax credit on investments made before May 1986. 


(b) Distribution of Tax Incentives 


Explicit tax incentives are provided through corporate tax relief. These measures 
include fast capital cost allowance write-offs, investment tax credits and 
reductions in corporate tax rates for certain industries. Table 2 provides a measure 
of the reduction in federal corporate tax revenues that would have occurred in 
1980 from tax incentives based on the 1985 provisions of corporate tax law. The 
year 1980 is the last year for which comprehensive data exist. While there have 
been tax changes since that time, the pattern of present benefits remains similar. 


Table | 


Range of Combined Federal and Provincial Statutory Tax Rates 


No Full 
manufacturing and manufacturing and 
processing deduction processing deduction 
Lowest Highest Lowest Highest 
rate rate rate rate 
(per cent) 
Income eligible for the 
small business tax rate 18 DS 10 20 
Other income 41.5 52 55 46 
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The “tax value” of incentives is calculated by taking the difference between actual 
corporate tax revenue and the corporate tax revenue that would be generated in 
the absence of fast write-offs, rate reductions and investment tax credits. This 
measurement of tax incentives is based on the cash cost to the federal government 
of providing tax relief rather than taxing the financial statement income of 
corporations based on commercial accounting rules (allowing for certain minor 
adjustments). It provides a guide to the importance of federal tax incentives made 
available to industry. It does not include provincial corporate tax incentives. 


As Table 2 illustrates, substantial tax incentives have been made available through 
accelerated capital write-offs, rate reductions and tax credits. The most important 
examples in this regard have been: 


e The fast capital cost allowance write-offs, such as those provided for 
manufacturing machinery, construction heavy equipment, and resource 
industry buildings and equipment, provided a total 1980 corporate tax 
reduction from this form of federal tax incentive of $2.3 billion. 


e Resource write-offs such as earned depletion and the expensing of exploration 
and development provide substantial corporate tax relief to resource firms. 


e The 3-per-cent inventory allowance principally benefits manufacturing and 
trade industries. 


e Tax rates are reduced for small businesses and manufacturing and processing. 
The small business provision is of benefit to many industries but especially 
the trade and service sector. The total reduction in federal tax revenue 
provided through rate reduction is $1.8 billion. 


e The investment tax credit reduces the amount of federal taxes payable, and 
provided $675 million to firms in 1980. 


Table 3 shows the number of firms which benefited from a variety of tax 
provisions in 1981. Some provisions, such as the low small business tax rate and 
the inventory allowance, were of benefit to a wide cross-section of firms. Others, 
such as the one-third write-off for earned depletion or the R&D tax incentives, 
affect a relatively small number of firms. 


The total cash value of federal tax incentives directed at corporations has been 
substantial. All industries have benefited from the various incentives. Some 
industries, however, have benefited more than others. Simply looking at the 
absolute level of tax expenditures does not show the relative benefit received by 
different sectors. This distribution of benefits can best be illustrated by looking at 
the impact of the various expenditures in reducing the taxes otherwise payable in 
the different sectors. This impact is explored in the next section. 


Table 3 


Number of Corporations Benefiting From Selective Tax Incentives, 1981 


Small Large All 
corporations corporations corporations 


Fast write-off for manufacturing 


and processing assets 19,147 5,033 24,180 
Earned depletion Sy) 449 766 
Inventory allowance 135,486 12,056 147,542 
Lower manufacturing tax rate 23.290 4,159 27,449 
Lower small business tax rate 170,441 0 170,441 
Investment tax credit 19,675 5,136 24,811 
R&D tax incentives 532 882 1,414 

Total filing tax returns 445,100 66,440 511,540 
Source: Sample of corporate tax returns. 


(c) Average Federal Corporate Tax Rates 


The relative impact of corporate tax incentives among firms in different industries 
can be assessed by measuring the average corporate tax rate as the ratio of 
corporate taxes paid to the before-tax financial statement income of the 
corporation. A comparison can be made between the statutory federal tax rate of 
36 per cent and the average corporate tax rate to determine the impact of tax 
incentives on reducing corporate tax collections. If the value of corporate taxable 
income were the same as income on the company books, and there were no tax 
credits or tax rate reductions, then the average corporate tax rate would be 36 per 
cent in all sectors. With tax incentives which reduce corporate taxable income, 
special tax rates and tax credits, the average corporate tax rate will be lower than 
the statutory rate. 


The measure of before-tax financial income is gross of provincial corporate income 
taxes. Other provincial taxes are deducted from financial income. For resource 
industries, provincial royalties and resource taxes are deducted. However, the 
difference between the value of the resource allowance and provincial resource 
taxes is assumed to be a tax incentive if positive, and a tax if negative. 


Table 4 compares the average federal corporate tax rate across various industries 
under the current tax regime. The average taxes are based on data from the years 
1980 and 1981, but with tax changes from that time simulated as though they had 
always been in place. Thus, the average tax rates are not intended to reflect the 
actual level of taxes being paid today. Rather, they show the distribution of tax 
liabilities under the current rules as if they had always been in place. Major 
differences from the actual tax liabilities experienced by corporations which result 
from recent tax changes include the introduction of the half-year convention for 


depreciable assets, and the elimination of earned depletion on conventional 
activities for the oil and gas sector. 


The table shows how tax incentives reduce the average corporate tax rate in each 
industry. In general, tax incentives reduce the federal corporate tax rate of 36 per 
cent by one-half to 18 per cent on average. 


There are, however, some important inter-sectoral differences. Agriculture, 
fishing, forestry, mining and, to a lesser extent, the manufacturing and utilities 
industries have significantly lower average corporate tax rates compared to 
other industries. 


Different sectors benefit from different tax provisions. The more capital-intensive, 
and generally larger, firms benefit principally from fast write-offs such as 
accelerated depreciation and the resource write-offs for exploration, development, 
and earned depletion. Such firms are concentrated in the manufacturing and 
resource industries. The less capital-intensive industries have a higher proportion 
of smaller firms. These sectors tend to receive their greatest benefit from the small 
business deduction. 


The provision of the resource allowance and the denial of royalty deduction has a 
significant impact on the tax rates observed in the resource industries. 


Table 4 


Average Federal Corporate Taxes as a Percentage of Financial Statement 
Income, by Sector 


Average Ratio of Average 
Ratio of federal investment tax federal tax 
taxable income statutory credit to rate on 
to financial tax rate — financial financial 
statement on taxable statement statement 
income income income income 
(per cent) 
Agriculture, forestry, 
fishing 86.1 ke) 6.8 11.8 
Mining 47.1 34.7 3,1 13.2 
Oil and gas 67.2 Bor 2.0 DAES 
Manufacturing 69.8 30.3 4.4 16.5 
Construction 93.5 DBS 1.9 19.8 
Utilities and transport 55.6 S36) Dee! 16.1 
Wholesale trade 84.5 28.7 1.1 23.0 
Retail trade 86.5 23.9 0.2 20.3 
Finance DLS Beas 0.3 16.5 
Services 89.7 24.6 pe. 19.8 
Total 68.7 30.0 DE 17.9 


Source: Simulations on a sample of tax returns (see notes at end of paper). 
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Table 5 


Average Federal Corporate Tax Rate as a Percentage of Financial Statement 
Income, by Type of Firm 


Small Large 
firms firms Total 
(per cent) 
Ratio of taxable income to 
financial statement income $5.3 64.5 68.7 
Statutory federal tax rate i922 34.1 30.0 
Average federal tax rate L233 19.3 17.9 


Source: Simulations on a sample of tax returns. 


Interestingly, the mining industry benefits from the royalty/resource allowance 
provisions. In its case, the resource allowance exceeds the value of non-deductible 
provincial mining taxes. Thus, the tax rate for mining is less than it would have 
been if there were no special treatment of royalties. 


On the other hand, the resource allowance is less than non-deductible provincial 
royalties for the oil and gas sector. As a consequence, the sector shows an above- 
average tax rate even though the tax deductions for exploration and development 
greatly exceed the associated financial statement write-offs. In a sense, this 
treatment can be said to overstate the true average federal tax rate facing such 
corporations. For example, if the provinces were to raise their royalties, the 
calculated federal tax rate would rise. An alternative treatment, that could 
provide a more accurate picture of the federal tax position of this industry, would 
be to treat provincial royalties as a cost only to the extent that they equal the 
resource allowance. This has the effect of increasing the financial statement 
income of the industry and consequently would lower the measured average 
federal tax rate from the 21.8 per cent reported in the table to 17.6 per cent, 
slightly below average. 


If tax rates are compared across types of firms, large and small, the impact of the 
low small business tax rate is seen to more than offset the advantage of the capital 
deductions of larger firms. Table 5 shows that the average federal corporate tax 
rate for smaller firms is 12.3 per cent, which is substantially below that of the 
larger firms at 19.3 per cent. 


(d) The Pattern of Taxes Over Different Activities 


While the average corporate tax rate is a useful indicator of which sectors bear the 
burden of the corporate tax, it is less appropriate for discussing how the level and 
composition of investment are affected by the current tax system. There are a 
number of reasons for this. First, corporate taxes as a percentage of financial 


statement income show the rate of tax in the current year on the income from past 
projects, given the current market and investment situation of the business. The 
measured tax rate varies, however, over the business cycle. It does not reflect the 
tax rate faced by the firm in determining whether or not to proceed with an 
individual investment project. Second, it is not possible to isolate the income or 
cost savings resulting from specific investments, such as new buildings, or 
improvements, machinery, land, and inventories. Overall average tax rates can 
provide no information on how taxes might influence the composition of 
investment. Finally, the valuation of financial statement income based on 
historical cost accounting does not provide the measure of real corporate profit 
during times of inflation, and thus can misstate the measure of the true tax rate 
imposed on the firm. 


The impact of taxation on the level and composition of investment can be better 
analyzed by measuring the marginal corporate tax rate on an individual 
investment project. The marginal tax rate is the corporate tax payable divided by 
the minimum before-tax operating income that a new project would have to 
generate over its life in order to be viable. This income is that which is just 
sufficient to provide an after-tax return that covers the cost of capital to the 
company. If a firm required a 10-per-cent after-tax rate of return in order to 
proceed with an investment project and this implied that the project had to earn a 
15-per-cent before-tax return under the tax rules, then the marginal tax rate for 
the project would be simply the difference between the two rates, divided by the 
before-tax return. That is, the marginal tax rate in this example would be 

33 1/3 per cent. The calculation of the tax paid on a new investment project takes 
into account the corporate taxes paid on income earned over the life of the project 
less the value of write-offs and tax incentives. 


In general, marginal tax rates vary across different investment activities because 
the tax law provides different write-offs and credits for specific forms of 
investment; for example, investment tax credits are available for depreciable 
assets, not land or inventories, and write-offs are faster for machinery than 
buildings in some instances. The marginal tax rate can indicate the degree to 
which new investment is being encouraged or discouraged by the tax system. It 
allows one to assess the impact of the tax system on the structure of investment 
since a marginal tax rate can be computed for each form of investment: 
inventories, buildings, machinery, land, exploration and development. The 
marginal tax rate also takes into account the impact of inflation on corporate 
income, since the return to investment is adjusted for inflation. 


Marginal tax rates also indicate the way in which the tax system can distort 
business decisions. Since all investments must generate sufficient income to pay 
the same after-tax return, then the investment with a higher marginal tax rate 
must earn a higher before-tax return and therefore an investment with a lower 
marginal tax rate will be favoured. 


In fact, marginal tax rates can be negative in value when the tax value of 
deductions and credits is greater than the present value of taxes that are 
eventually paid on the income from the project. When this occurs, tax Incentives 
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are so large that investment is being subsidized, with the result that deductions 
can be used to shelter other income from tax. In this case, the rate of return on an 
investment is increased by the tax system. In such situations firms may undertake 
projects mainly because of the availability of tax incentives. 


Table 6 provides estimates of marginal combined federal and provincial corporate 
tax rates for eight industries and four types of capital goods based on the current 
tax law. These estimates are based on corporations earning the same after-tax 
return of approximately 15 per cent; or some 10 per cent in real terms. The 
calculations assume that companies are taxpaying or fully use all tax incentives in 
the year they are earned. The tax rate also takes into account that about 40 per 
cent of capital investment is financed by debt. The debt/asset ratio is assumed to 
be the same for all businesses in order to isolate the effect of taxes on marginal tax 
rates. Separate estimates are provided for large and small corporations (small 
firms are defined as those with income qualifying for the small business tax rate in 
1981). These marginal tax rates have been computed based upon the pattern of 
investments in various types of assets actually observed in firms. Details of the 
methodology are provided in an annex. 


As seen in the final column of Table 6, there are major inter-sectoral differences 
in marginal tax rates. In comparisons of this type it is important to take into 
account the size of the business in order to compare similar types of businesses in 
different sectors. For large corporations, the agriculture, fishing, forestry, resource 
and manufacturing industries have effective marginal corporate tax rates on 
investment that are substantially below the norm of approximately 35 per cent 
experienced in the other sectors. For example, the 19.6-per-cent tax rate faced by 
a manufacturer, as compared to the 36.6-per-cent tax rate in the service sector, 
means that a project in the service sector must earn a pre-tax rate of return almost 
30 per cent higher than in manufacturing in order to be as profitable after tax. For 
small businesses that claim the small business tax rate, there is also significant 
variation in marginal tax rates. The primary, manufacturing and construction 
small businesses are taxed at a lower rate. The marginal tax rates thus confirm the 
results of the average tax rate analysis that these sectors are favoured by the 

tax system. 


While there is inter-sectoral variation in marginal tax rates, there is even more 
variation in marginal tax rates on different investments within sectors. This can be 
seen in several cases. Particularly low rates can be observed in the case of: 


e inventories treated on a cash basis for agriculture and fishing; 


¢ manufacturing and processing equipment, eligible for accelerated 
depreciation and the investment tax credit; 


* construction heavy equipment; and, 


¢ exploration and development in the resource sectors, eligible for fast 
write-offs and earned depletion. 


Table 6 


Marginal Federal and Provincial Corporate Income Tax Rates by Industrial 
Sector and Capital Investment 


Type of capital 


Land, 
exploration 
and develop- Sector’s 
ment and pro- overall 


Buildings Machinery  perty rights _ Inventories tax rate 


(per cent) 

Large businesses 
Agriculture, fishing 

and forestry DP) 22.3 SHIR -31.5 16.1 
Manufacturing 28.0 9.1 PES) 35:9 19.6 
Construction 33.9 20.4 S17 46.6 33.8 
Utilities and transport 33.9 33:5 31.8 42.7 33.8 
Wholesale trade Siz 25.6 31.4 39.3 34.7 
Retail trade 27.9 39.8 By 39.0 37.5 
Services 31y7 38.6 30.8 40.3 36.6 
Resource 20.1 13.9 4.2 30.2 8.5 
All-industry tax rate 

— excluding resource 30.6 24.6 30.8 36.6 28.0 

— including resource 30.4 24.4 17.4 36.6 212 
Small businesses 
Agriculture, fishing 

and forestry 4.3 -3.] 10.2 -10.3 -0.7 
Manufacturing De -5.7 deh 10.2 6.2 
Construction 9.9 Nes 10.1 75 6.2 
Utilities and transport 10.9 9.5 10.2 15.5 10.7 
Wholesale trade 6.9 8.3 9. 13:5 Uy bes) 
Retail trade 8.8 14.0 10.0 13.3 12.8 
Services 9.3 8.8 9.9. 14.2 9.1 
All-industry tax rate 7.8 4.9 OF 11.3 8.0 
Small and large businesses 
All-industry tax 

— excluding resource 24.0 20.5 21.6 26.0 22.4 

— including resource 23.9 20.4 15.7 26.0 22.0 


Source: Simulations by the Department of Finance. (See notes at the end of the paper.) 
For all sectors except agriculture, fishing and forestry, inventories are the most 
highly taxed form of investment. The reason for this will be discussed below in 


reviewing the impact of inflation on effective tax rates. 


(e) Provincial Distribution of Corporate Tax Rates 


The current federal corporate tax also includes special tax incentives available for 
investment in slower growth regions of Canada. The form of incentive is a higher 
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investment tax credit for expenditure on depreciable capital investments 
undertaken by agriculture, fishing, resource and manufacturing industries in the 
Atlantic provinces and the Gaspé (at a rate of 20 per cent) and certain other 
designated areas of Canada (at a rate of 10 per cent). Otherwise, the federal tax 
has no specific feature designed to benefit particular regions. 


Another source of variation in tax rates across regions of Canada arises from 
variations in provincial government tax rates. There is a significant variation in 
basic corporate tax rates across the different provinces, and in addition some 
provinces provide special corporate tax rates for particular activities. 


Table 7 presents marginal tax rates on capital investment by sector in various 
provinces. These tax rates take into account the variation in the investment tax 
credit and provincial tax rates across provinces. The analysis does not take into 
account variations in rates of capital taxes across provinces, nor does it include 
other provincial or municipal levies that can affect the location of investment, such 
as property or place-of-business taxes. It is apparent from the table that 
agriculture, fishing, forestry and to a lesser degree manufacturing in the Atlantic 
provinces and the Gaspé benefit from the higher investment tax credit. However, 
for many industries, especially trade and services which do not benefit from 
investment tax credits, the main source of variation arises from lower provincial 
corporate tax rates. 


Table 7 


Marginal Federal and Provincial Corporate Tax Rates, by Sector and Province 


Agriculture, Whole- 
fishing, | Manu- Construc- sale Retail 
forestry facturing tion Transport trade trade Services Total 


(per cent) 
Newfoundland ~7.4 ye) L752 34. | 27.4 28.8 eis) 26.6 
PoE —1.2 8.4 14.1 28.8 PE Paes fe) 2053 14.1 
N.S; -3,3 12.6 16.6 333 2037 28.2 22.9 24.1 
N.B. -5.7 11.0 12.6 32.9 24.0 24.9 19.2 Be 
Quebec Bil 11.0 131 Zone 20.5 21.0 17.4 [iol 
Ontario 533 18.6 Lae 33.8 26.5 23:3 PAR) 229 
Manitoba a6 19.7 20.8 34.8 29.2 29.1 piays) 26.7 
Saskatchewan 7.6 18.4 20.8 34.8 2922 29.1 Pao) 23.0 
Alberta 6.3 17.0 17.4 30.3 25.0 24.6 ps) eet 
B.C a Zee 21:0 34.9 29.2 28.5 Zone 28.2 
Canadian average 4.0 16.6 17.0 Oy 25.3 25.0 21.4 22.4 


Note: Does not include resource industries. Ratios are for combined marginal tax rates for large and 
small businesses. 


Source: Simulations by the Department of Finance. (See notes at the end of the paper.) 


A.2 The Impact of Losses and Unused Deductions 


In any given year, many corporations are in a position where they have a loss for 
tax purposes. Table 8 indicates that, in 1981, some 60 per cent of corporations 
were non-taxpaying. Some of these firms also reported losses for financial 
statement purposes. However, some 46 per cent of non-taxpaying businesses were 
making profits as indicated in their financial statements. 


This situation can occur because many tax incentives are delivered through 
accelerated write-offs or tax credits. These incentives are typically earned up-front 
prior to the time that the investment becomes profitable. Thus, the firm making 
the investment must have income from other sources in order to make immediate 
use of the incentives. As is shown in the table, there are many cases where this 
income is not sufficient to use up all of the tax incentives available to the firm. 


The fact that a corporation is not taxpaying in a year should not be taken as an 
indication that it is unsuccessful. In 1981, the latest year for which data are 
available, some 60 per cent of investment made by corporations was by firms that 
were non-taxpaying. Over one-half of this investment was made by corporations 
which reported profits in their financial statements. That is, these companies were 
successful and rapidly growing with large capital expenditure programs. However, 
due to the impact of various tax incentives they were able to eliminate entirely any 
liability for tax. 


Table 8& 


The Tax Position of Corporations in 1981 
Non-taxpaying 


Not 
Taxpaying Profitable profitable Total Total 


(thousands) 


Number of 
corporations 208 14] 163 304 S12 


(billions of dollars) 
Tax value of unused 
deductions and 


credits 0.0 7.4 6.4 13.8 13.8 
Investment 20.0 19.0 11.0 30.0 50.0 


Source: Sample of corporate tax returns. (See notes at the end of the paper.) 


The potential impact of these deductions goes beyond the elimination of tax 
liability for the particular corporations. Those firms that were able to eliminate 
their tax payable often needed only a part of their available deductions and credits 
to achieve that result. Companies that were non-taxpaying had additional unused 
deductions and credits that would have reduced federal taxes by another 

$13.8 billion in 1981 if they could have been used immediately. This exceeded the 
some $8 billion of federal corporate tax paid in the year. Putting this in another 
way, non-taxpaying companies could have earned in the neighbourhood of an 
additional $40 billion of income before they would have been put into a taxpaying 
position. Total corporate profits in the year were about $47 billion. 


The situation of firms in a non-taxpaying position, and therefore unable to make 
immediate use of tax incentives, is even more graphically illustrated by looking at 
the tax position of firms over the six-year period 1977 to 1982. (This is the longest 
period for which such data are available for a wide range of firms.) These data are 
of particular interest as they span a number of points in the business cycle. Table 9 
shows the distribution of corporations and investment depending upon whether the 
firm was usually taxable (at least five of the six years), sometimes taxable (three 
or four of the six years), or rarely taxable (less than three years). Firms in the 
sometimes taxable group would expect to experience delays in using investment- 
related tax deductions. Companies in the rarely taxable group would receive 
relatively little benefit from tax incentives with respect to a potential investment. 


The table shows that 45 per cent of investment is undertaken by corporations who 
are rarely able to use their incentives, and only 30 per cent of investment is done 
by firms who would expect to have immediate access to their tax benefits. 


The large overhang of unused deductions and credits has led to problems. 
Businesses have naturally attempted to make use of their unused deductions and 
credits. This has led to serious pressure on the tax system. Various techniques have 
been used to transfer these deductions to other taxpaying corporations. The large, 
unanticipated losses in government revenues that have arisen led to complex 


Table 9 


Taxable Status of Corporations Over the Period 1977 to 1982 


Percentage of corporations Percentage of investment 


Rarely taxable 43.0 44.9 
Sometimes taxable 2 DEO 
Usually taxable 34.5 29.9 
Total 100.0 100.0 


Note: Rarely taxable firms paid tax in fewer than three of the six years, sometimes taxable firms paid 
in three or four years, usually taxable firms paid in at least five of the six years. 


Source: File of tax returns. (See notes at end of paper.) 


changes to the tax law, designed to prevent that loss. This has increased instability 
and uncertainty in the tax system. 


The pressure to transfer deductions has been manifested repeatedly in recent 
years. Most recently, in a press release October 25, 1984, the Minister of Finance 
announced a moratorium on the issuing of rulings for limited partnerships as tax- 
shelter vehicles. The Minister noted that “... many joint venture arrangements 
represent a form of after-tax financing whose underlying purpose is to transfer, or 
flow out, accelerated capital cost allowances, investment tax credits and other 
deductions from a corporation that is not in a position to utilize them, to outside 
investors who are able to take immediate advantage of the tax benefit.” 


This announcement is but the latest in a series of similar measures that have been 
required over the last decade. 


Because of the pressure to flow out losses, the system has tended to be unstable. A 
number of the major tax structure changes of the 1970s and the early 1980s have 
revolved around mechanisms that effectively related to transferability of losses, 
deductions or credits. 


In 1976, a limitation was placed on the use of losses from CCA on leasing movable 
property to shelter other income. The change was made in response to accelerating 
use of leasing arrangements that were in substance financing transactions. Before 
that time, mechanisms to flow losses from CCA on leased assets were becoming 
quite sophisticated. For example, financial institutions were putting together 
syndicates of high-income individuals to purchase assets with accelerated rates of 
CCA. In introducing the limitation it was stated “... the government’s intention 
is that these faster write-offs (of capital assets) should be directed to the taxpayers 
most directly carrying out the intended activity.” (Capital Cost Allowances, 
Budget Paper C, May 25, 1976) Another major concern was the potential for 
major revenue losses as the innovations in financial leasing became more widely 
promoted and utilized. 


A similar defensive move was made with respect to “term preferred shares” and 
income debentures in the November 16, 1978 budget. The amount of such 
obligations had grown very rapidly from virtually nil to some $10 billion in 
outstanding obligations with an associated revenue cost of some $400 million. The 
budget at that time estimated that the changes would prevent a further erosion in 
federal revenues of some $150 million in 1979-80. 


Rules have also been in place for some time that prevent losses earned: in a 
business from being passed on to another business as part of an acquisition, unless 
the purchasing corporation was in the same or a related line of business. This was 
designed to prevent the sale of companies solely to obtain the use of accumulated 
tax losses and capital cost allowances. 


In sum, the existence of the large banks of unused losses has been a continuing 
source of instability in the tax system. The possibility of large reductions in 
government revenues has led to frequent and complex change. These measures 
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have a cost to taxpayers even when there is no intention to transfer losses. In many 
cases, ordinary business transactions must be scrutinized to ensure that they do 
not inadvertently run afoul of the special rules. 


The second problem associated with the significant number of firms in a non- 
taxpaying position is the resulting variation in investment incentives among 
different firms. 


The inability to make immediate use of tax incentives can have important impacts 
on the investment of non-taxpaying corporations. This impact can be different 
depending upon the circumstances of the firm. For some firms, marginal tax rates 
are higher than those shown in the previous chapter because the firms cannot 
make immediate use of tax write-offs and credits that are available for new 
projects. The value of tax incentives to a non-taxpaying firm is reduced by the 
time it takes a corporation to use the deduction. The longer it takes the 
corporation to eventually become taxable, the less valuable (in present value 
terms) the tax incentive. 


This problem is particularly important in the case of start-up firms. Such 
corporations receive a delayed benefit from tax incentives as these have no 
immediate impact on their cash flow. This can be an important disadvantage for 
small businesses that cannot expect to be profitable in their first years of 
operation. This is also a problem for cyclical industries which may experience 
periods of reduced profitability where they are unable to make full use of their 
tax deductions. 


On the other hand, some firms contemplating an additional investment may have 
accumulated a sufficiently large amount of unused tax deductions on other 
investments to reduce tax in future years that they are effectively non-taxable over 
their planning horizon. They can thus evaluate investments in pre-tax terms only, 
based on the assumption that their marginal tax rate on new investments is zero. 
In fact, some firms might be able to transfer or sell off up-front tax deductions 
and tax credits associated with a new investment to other firms, while the 
subsequent income from the investment would not be subject to tax because of 
other earned write-offs the firm has accumulated. In such a case, the firm can 
plan on benefiting to some extent on the up-front tax incentives (depending on 
how the value of the incentives is shared between the firm which earns them and 
the firm they are transferred to), yet not pay tax on the income from the 
investment. The marginal tax rate in this circumstance will be negative. 
Investment in these circumstances may be determined almost completely by tax 
considerations, rather than by the underlying profitability of the project. 


A major implication of these situations is that the variation in marginal tax rates 
on investment is much wider than indicated previously, and the impact of the tax 
system on investment much less predictable. 


A.3 The Impact of the Tax System on Economic Activity 


The corporate tax system can have an effect on business activity in many ways. 
This chapter explores some of these effects. 


1. Impact on Investment and Growth 


In the period following the 1972 tax reform, a number of significant tax incentives 
were introduced into the corporate tax system. These incentives were intended to 
address a number of different policy objectives. For example, the fast write-off for 
manufacturing and processing equipment and the lower corporate tax rate for 
manufacturing were adopted as a response to U.S. tax incentives made available 
for manufacturing exports (the DISC program). The investment tax credit, 
initially a temporary measure, was instituted in 1977 to stimulate growth and 
employment. The inventory allowance was adopted in 1977 to offset the effect of 
taxation on the cost of holding inventories during times of significant inflation. 
The effectiveness of these tax incentives must be judged by their contribution to 
growth in output, employment and investment. 


The tax system also has an impact on the structure of production of the firm, and 
the financing of businesses, and so can have an important effect on the 
performance of the economy. As shown in Chapter A.1, the current corporate tax 
system has tended to favour certain types of capital investment such as machinery, 
while taxing more heavily other assets such as inventory and buildings. This can 
have a significant impact on the structure of production, creating a tendency 
towards certain techniques of production that are not necessarily the most efficient 
means available. Businesses may naturally choose methods of production that 
reduce corporate tax payments even if they are not the most cost-effective 
available. The wide divergence in marginal effective tax rates outlined earlier 
shows the potentially large size of these effects. 


While tax incentives can impose economic costs by distorting business decision- 
making, they may be viewed as worthwhile if they achieve the intended results of 
enhancing growth, productivity, competitiveness and employment. This section 
discusses the effectiveness of tax incentives in achieving their stated aims. 


Tax incentives are designed to encourage certain types of investment. Many 
economic studies have shown, recently, that tax incentives can have an effect on 
the distribution of investment across different activities. Since various economic 
models yield different results, it is difficult to make definitive assessments of the 
impact of the tax system on economic activity. Other factors are major 
determinants of the overall level and distribution of investment. These include 
changes in demand for the industry’s product and capacity utilization, changes in 
the cost of using other inputs in production such as labour and energy, and the 
level of interest rates relative to inflation. Thus, the tax system is just one of many 
factors having an impact on a firm’s decision to invest, and may not be the most 
important one. 
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While tax incentives can increase investment for a particular industry, they could 
reduce the prospects for sustained economic growth in general. More investment 
in one sector may imply that less investment occurs elsewhere. Problems could 
result if tax incentives impede economic adjustment by being aimed at slow 
growth sectors, so that faster growth industries are taxed more heavily to maintain 
tax revenues. When there is a decline in profitability for an industry, capital and 
labour will move to more profitable opportunities. Tax incentives may distort these 
market signals that are needed to achieve this improved allocation of resources in 
the economy. 


In Table 10 a comparison is made between the level of tax incentives and growth 
of investment in various industrial sectors over the last decade. The degree of tax 
incentive is measured as the difference between the sector’s marginal tax rate and 
the overall marginal tax rate. Other things being equal, when a sector’s tax rate is 
lower than the average tax rate, it would be expected that investment growth 
would be faster than the average for all industries. Table 10 suggests that the 
industries benefiting most from tax incentives, such as agriculture, fishing, 
forestry, manufacturing and construction may not have been investing more than 
other industries. Indeed, some industries that have not benefited from tax 
incentives have experienced relatively fast growth in investment. This type of 
comparison cannot be taken as a definitive indication of the impact of incentives. 
Nevertheless, it does call into question the ability and appropriateness of the tax 
system to override other determinants of investment in the economy. 


Table 10 


Growth in Gross Domestic Product, Employment and Investment 
and the Level of Tax Incentives, 1974-1981 


Annual growth rate 


Gross Relative 
domestic Employ- Invest- tax 
product ment ment!) incentive 


(percentage 


(per cent) points) 
Agriculture, fishing, 
forestry a ha 2 -18.4 
Manufacturing ey 0.4 Shes -5.8 
Construction Dal 5.0 -5.4 
Utilities and transport 4.5 PAD 4.2 9.2 
Wholesale and 
Retail trade 2.6 Bed 2 2.9 
Service 3.8 6.0 3.8 —0.6 
Aggregate industry 3.0 pas | SF: 0.0 


‘0 Excludes inventories. 
°) The difference between a sector’s marginal tax rate and the all-industry tax rate. 


Undoubtedly, the growth in investment by the industries benefiting most from tax 
incentives would be lower without the incentives. However, the tax incentives may 
have hindered overall economic growth by distorting market signals and impeding 
economic adjustment. In a dynamic economy such as Canada’s, it is vital for 
resources to move from less to more profitable opportunities. The tax system 
should assist this process rather than impede it. 


2. Tax Incentives and Employment 


Table 10 also illustrates that the industries that enjoy the greatest tax incentives 
have not been as great a source of employment growth as other sectors. The most 
labour-intensive industries — trade and services — are the ones that benefit least 
from corporate tax incentives. Trade and services along with utilities and transport 
experienced high growth in employment over the past decade. Tax incentives have 
been directed more at the less labour-intensive industries. While tax incentives 
have supported investment and employment in these industries, other 

industries contributing more to employment have had less tax incentive in 
attracting resources. 


In addition, tax incentives that are designed to increase investment may cause 
businesses to substitute capital for labour in producing goods and services. Thus, 
even within a sector, less employment may be created over the longer term by the 
specific incentives compared to incentives that are more general in application. 


3. Tax Incentives, Financing and Risk-taking 


The corporate tax system affects other business decisions besides the level of 
investment and the structure of production. One important effect is that it tends to 
encourage businesses to finance capital acquisition by debt rather than equity. 
This arises from the deductibility of interest expense on borrowed money from 
corporate taxable income. Evidence suggests that higher corporate tax rates may 
induce businesses to be more levered than otherwise. A reduction in corporate tax 
rates could ultimately reduce the reliance on debt overall. 


Another important impact of tax incentives and the corporate tax is on the amount 
of a risk undertaken by corporations. The corporate tax has two important effects 
on risk-taking. First, it can reduce the return on risky investment, making it less 
viable. Tax incentives, however, have been designed to encourage certain risky 
investment such as research and development activity. Second, the corporate tax 
can encourage risk-taking since the government shares in the losses on an 
investment. The extent to which the tax system can encourage risky investment 
depends on the degree to which taxable losses are able to reduce current or future 
taxes. In cases where the use of losses is limited, businesses are less willing to 
undertake risky projects because there is no immediate recovery of the tax value of 
these losses. 
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4. Productivity 


Productivity, and the growth arising from it, comes from two sources: (i) innova- 
tion and technological change and (ii) a more efficient allocation of labour and 
capital resources among competing uses. 


The tax system has recognized in the past the importance of research and 
development in contributing to productivity in Canada. However, R&D 
expenditure is not the only source of productivity. Investment in job-training and 
new capital allows businesses to improve the productivity of the work force. Many 
of the tax incentives created in the past have been in the form of tax assistance in 
use of machinery. Economic studies, however, have not confirmed that 
technological improvements are solely achieved through machinery investment. 
Capital investment such as in structures and an improvement in the labour force 
can increase productivity overall. 


In fact, an important contribution to competitiveness can be made by encouraging 
business to use the most efficient means of production. When incentives are 
skewed more towards particular types of capital (as documented in Chapter A), 
then businesses are influenced to use less competitive methods of production. In 
such circumstances, productivity measured in terms of all the different inputs in 
the productive process may be inhibited. A more general incentive available to the 
business could encourage growth without distorting business decision-making. 


5. Impact of the Tax System on Corporate Structure 
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The corporate tax system influences business decision-making beyond the pattern 
of investments and the financing policy of the firm. The tax system also has an 
impact on the organizational structure of the corporation. This influence can be 
felt in many ways. 


Firms may be classified, in general, either as private or public companies. Public 
companies are those firms that have issued shares on a stock exchange in Canada. 
Typically, public companies are large corporations with many shareholders, even 
though many small- and medium-sized companies have taken advantage of the 
public capital markets to raise funds for expansion. In most cases, the shareholders 
do not have a direct role in managing the business. On the other hand, private 
companies, for the most part, are small with only a few shareholders. In most 
cases, the principal shareholders are directly involved in the conduct of the 
business. There are, of course, many exceptions to these generalizations. Some 
very large corporations are privately-owned and some public corporations are 
controlled by small groups of individuals. 


Smaller private businesses comprise over 85 per cent of corporations in Canada. 
On the other hand, such firms have less than 20 per cent of the total assets in the 
corporate sector. 


The tax system offers a number of measures designed to meet the special needs of 
small private businesses. The most important of these is the small business 
deduction which allows a reduced tax rate on the first $200,000 of active business 
income of Canadian-controlled private corporations. This provides an enhanced 
flow of internally generated funds for these firms that do not have access to the 
publicly-traded stock market. Special rules are applied to certain types of 
investment income of such firms to ensure that such income is treated essentially 
the same whether or not it is earned directly by the shareholder or through the 
corporation. This reflects the fact that the corporation is, in effect, an extension of 
the owner. 


These benefits are not available to public corporations. Thus, the decision of 
whether or not a growing private firm should seek funds on the public equity 
markets will be affected by the provisions. It must be borne in mind that the tax 
impact is only one of the many that influence this particular decision. Others, such 
as the desire to retain control and ownership versus the ability to access a wider 
capital base, are of fundamental importance. 


Another example of the tax system’s impact relates to the choice that some firms 
must make whether to operate separate lines of business either as divisions within 
a single corporation or through separate corporations. There are often good 
business reasons to operate as separate businesses. However, different corporations 
are taxed separately, even if they have common ownership. There is a potential tax 
penalty to this if one corporation within the group experiences a loss when others 
are paying tax. Thus, some corporations choose to use divisions solely for tax 
purposes. This may at times require complicated corporate reorganizations. On 
the other hand, other corporations either choose to or must operate as separate 
entities. Thus, they may experience a tax disadvantage relative to other firms. 
These issues are discussed more fully in the paper released with this budget, A 
Corporate Loss Transfer System for Canada, which suggests how some of these 
undesirable effects of the existing system might be removed. 


A final example of the impact of the tax system on corporate organization is in the 
area of takeovers. Many takeovers are beneficial to the economy, allowing cost- 
saving rationalizations, access to managerial expertise and improved access to 
capital for the acquired business. Others, however, are less productive, merely 
representing a shuffling of ownership and increased corporate concentration. 


The tax system can influence the propensity towards takeovers in a number of 
ways. As shown above, some firms may have extensive banks of unused 
deductions. Other firms may be paying substantial amounts of tax. In such cases, 
the incentive for one firm to acquire the other is increased by the possibility of 
sheltering income from tax. To a greater or lesser extent, this possibility has been 
addressed through rules that limit the availability of deductions after control of a 
corporation changes. The tax system also favours financing by debt and allows a 
tax deduction for interest on debt incurred to finance acquisitions of other 
corporations. Thus, the effective cost of the acquisition is reduced by the deduction 
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of interest. One could, perhaps, question whether it would be desirable to deny the 
interest deduction in such circumstances. However, such a change would have a 
number of effects. It would put Canadian firms at a disadvantage vis a vis foreign 
firms which could deduct interest related to Canadian acquisitions against income 
in their home countries. As well, the distinction between shares purchases to 
acquire control and those bought as portfolio investments is difficult to make in 
practice. In any event, it could be difficult to separate such interest from that 
related to the general operations of the firm. It should be noted that experience 
with a similar provision prior to 1972 revealed a number of techniques for 
avoiding the application of the rule. 


6. International Considerations 
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International trade and capital flows play an important role in the Canadian 
economy. The tax system can have an impact on these flows. 


Firms in Canada must compete in both the export and domestic markets against 
foreign-produced goods and services. The most important factors determining the 
competitive position of Canadian firms include the availability of raw materials, 
labour conditions and proximity to markets. The Canadian corporate taxes paid 
by firms also affect their ability to compete. In assessing the tax system, it is 
important to take into account the potential impact of the corporate tax system on 
the competitive position of Canadian firms. 


Tax considerations may also play a role in the location decisions of internationally 
mobile capital. Again, other considerations are liable to play the major role. 


Given the wide variety of circumstances facing individual firms, with the resulting 
wide distribution of tax situations, it is difficult to make general statements about 
the impact of the Canadian tax system relative to those affecting international 
competitors. However, evidence does not suggest that Canadian firms currently 
face a disadvantage in this regard. In fact, in many cases the tax regime offered 
under the Canadian system compares favourably to that in other jurisdictions. 


The international tax environment interacts with the Canadian tax system in 
another way. American parent companies of Canadian subsidiaries must pay U.S. 
taxes on the underlying before-tax income associated with the dividends received 
from the subsidiary. These U.S. taxes are offset by a foreign tax credit which, in 
cases where Canadian taxes are less than the corresponding U.S. taxes, is simply 
equal to Canadian taxes paid. In such circumstances, there is no net benefit to the 
company from reductions in Canadian taxes as they serve only to reduce the 
foreign tax credit earned. The total taxes paid to the two countries by the 
corporations taken together are unchanged. However, a firm will receive a benefit 
from the deferral of the extra U.S. tax to the extent that it retains the income in 
Canada. The value of the deferral depends upon the extent to which Canadian 
taxes are less than those in the U.S., and the length of time the extra taxes 

are deferred. 


7. Inflation 


In the past, tax incentives have been used as offsets against inflation and its 
impact on the real income of corporations. Inflation has been a chronic problem 
faced by Canadians throughout the 1970s and into the 1980s. Only recently has 
there been a substantial decline in inflation rates from over 10 per cent in 1980 to 
under 4 per cent at present. 


It is well recognized that inflation can have an important impact on effective 
corporate tax rates faced by business arising from the interaction between the tax 
system and inflation. There are two reasons for this. First, the cost of depreciation 
and inventories that is deductible for tax purposes is based on the original cost of 
acquiring the asset, not its replacement cost. Second, the deduction of interest 
includes compensation to lenders for the erosion in the purchasing power of capital 
due to inflation. Deductibility of this part of interest payments allows businesses to 
write off a portion of the real value of the debt’s principal. The first of these 
effects raises the tax rate in inflationary periods while the latter reduces the tax. 
Thus, inflation has an ambiguous effect on the corporate tax rate, depending on 
the mix of assets and liabilities of individual firms. 


Table 11 presents marginal federal and provincial corporate income tax rates 
aggregated for large and small businesses for three different rates of inflation: 
0, 5 and 10 per cent. 


Inflation has different effects on marginal tax rates depending on the type of asset 
and industry examined. For some industries such as agriculture, fishing and 
forestry, higher inflation reduces the sector’s effective tax rate. This is because the 
impact of interest deductibility and cash accounting for inventories is generous 
when prices are rising. For other sectors such as construction, manufacturing, 
utilities, transport and services, marginal tax rates are virtually unchanged. On the 
other hand, inflation raises the tax rate on wholesale trade and retail trade 
substantially. 


The impact of inflation on corporate tax rates varies across different types of 
capital. Inflation increases substantially the tax rate on inventories while reducing 
the tax rate on other capital investment. Thus, tax rates respond differently to 
inflation for each of the industrial sectors. 


These differences occur because of the selective effect of inflation in undervaluing 
the cost of property on the one hand, and overvaluing the cost of debt on the other. 
In the case of inventories, for example, the full inflationary gain on holding 
inventories is included in income in the year. While this is partially offset by the 
deduction of nominal interest, the tax rate increases with inflation. For other 
capital expenditures, inflation erodes the value of capital cost allowances that are 
based on the original cost of the asset. This is mitigated by the accelerated capital 
cost allowances. The impact of the deduction of interest unadjusted for inflation 
can, in some cases, more than offset the additional corporate taxes generated on 
assets arising from the lack of indexation of capital cost allowances. 
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Table 11 


Marginal Federal and Provincial Corporate Tax Rates 
Under Varying Rates of Inflation 


Inflation rate 


0 percent) #Srper-centani10 per cent 


(per cent) 
Sectors? 
Agriculture, fishing, forestry Jes 4.0 -0.7 
Manufacturing 14.1 16.6 17.8 
Construction 15.9 17.0 17.3 
Utilities and transport 32.9 BF 28.0 
Wholesale trade 20.2 223 29.4 
Retail trade 21.9 25.0 26.9 
Services PS: 21.4 20.0 
Type of capital investment‘? 
Buildings 27.0 24.0 18.4 
Machinery 20.8 2035 18.0 
Land 20.) 2G 12.7 
Inventories 18.2 26.0 sar 
Aggregate all industry and capital 21.4 22.4 220) 


‘) For both large and small businesses. Excludes resource industries. 


A.4 The International Environment 
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Recent changes have been made or proposed in the corporate tax systems of a 
number of Canada’s major trading partners. These corporate tax changes have a 
common thrust — to broaden the tax base by reducing incentives and to lower 
corporate statutory tax rates. 


In the United Kingdom, corporate tax changes were announced in the 1984 
budget. These provisions included: 


1. Phasing in a corporate tax rate reduction from 52 to 35 per cent for large 
businesses and 38 to 30 per cent for small businesses. 


2. Reduction of fast write-offs for capital goods: 


e The capital cost allowance for machinery has been reduced from 
100 to 25 per cent. 


e¢ The capital cost ailowance for buildings has been reduced from 75 
to 4 per cent. 


e Inventories are no longer expensed. 


The U.K. measures are being phased in over a number of years and are intended 
to be neutral in their overall revenue effect. 


In 1984, the U.S. Treasury published a document entitled Tax Reform for 
Fairness, Simplicity and Economic Growth outlining proposals for a major 
overhaul of the U.S. tax system. The proposals follow the general thrust of 
broadening the tax base by limiting deductions and reducing corporate tax rates. 
The Treasury proposals make a greater attempt to reflect the true economic 
income of a corporation in its tax base. For example, unlike the U.K. budget 
changes, the U.S. proposals go further by recognizing the impact of inflation 

on income. 


The U.S. Treasury proposals include the following set of proposed corporate tax 
changes: 


1. reducing the corporate tax rate from 46 to 33 per cent and removing any 


distinction between large and small businesses; 


2. reducing fast write-offs especially for machinery to reflect the economic 


life of assets, and indexing depreciation costs for inflation; 
3. indexing the cost of inventories for inflation; 


4. allowing only interest adjusted for inflation to be deducted, and also 
indexing capital gains for inflation; 


5. repealing all investment tax credits; 


6. reducing exploration and development expenditure and depletion 
allowances for resource industries; and 


7. repealing special reserve deductions for bad debts of financial 
institutions. 


The predicted impact of these corporate tax changes is to increase corporate tax 


revenues in the first several years by 30 per cent. Much of the additional corporate 


tax revenue will arise from reducing special allowances, deductions and credits 0 


n 


resource and financial industries, while the effect of the corporate tax changes on 


other industries will be revenue-neutral. The U.S. proposals have not yet been 
enacted and are the subject of ongoing study and discussions. 
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Part B: A Direction for Change 


B.1_ Possible Changes to the Corporate Income Tax 


The preceding analysis has revealed a number of concerns with the current 
structure of the corporate income tax system. The question naturally arises: is 
there not a better way to deliver tax incentives? Should tax incentives not be 
broader-based and interfere less in the decision-making of businesses? 


It is not the purpose of the changes outlined in this paper to increase or decrease 
government revenues. In fact, the proposals have been specifically designed to be 
revenue-neutral. The goal is to raise the same tax revenues from the corporate 
sector in a simpler manner; to intervene less in the economy; to provide a better 
balance in tax rates across sectors; and to establish a tax system which will be 
more stable over time. 


In this chapter, one set of illustrative changes to the corporate tax system is 
described. It must be emphasized that, in setting out only one illustration, there is 
no intention of limiting the discussion to these specific changes. This package of 
changes represents one way to deal with the problems in the current system. It 
serves to highlight, for discussion, the implications of change in this direction. 


Corporate Tax Rate Reduction 


The cornerstone of the change would be a significant reduction in the federal 
statutory rate of corporate income tax to benefit firms in all sectors. A successful 
firm would be able to retain more of its profits and the government would be 
intervening less in the economy. 


The basic federal rate would be reduced from 36 to 29 per cent, so that the 
standard combined federal and provincial corporate tax rate would fall from 46 to 
39 per cent. The federal small business tax rate would fall from 15 to 11 per cent, 
so that small business would continue to enjoy a significantly lower tax rate than 
larger firms. In recognition of the importance of manufacturing in the economy, 
the special low tax rate for manufacturing and processing profits would remain: 
the federal manufacturing and processing tax rate would fall from 10 to 6 per cent 
for small businesses and from 30 to 23 per cent for a larger business. Each 
province would need to examine these changes. However, given the increases in 
the tax base proposed below, reductions in provincial corporate rates would also be 
possible while maintaining provincial revenues. 


31 


Reduction in Accelerated Capital Cost Allowances 


Some assets are currently given special accelerated rates of write-offs which are 
substantially more generous than the treatment of other assets. The rates of 
capital cost allowance would be brought more into line with the treatment of other 
investments. The capital cost allowance rate would be 25 per cent on a diminishing 
balance basis for future acquisitions of: 


e manufacturing and processing assets in Class 29 instead of the current three- 
year write-off; 


¢ energy-saving and pollution control assets in Classes 24, 27 and 34, instead of 
the current three-year write-off; 


¢ resource extraction equipment, automobiles and other assets in Classes 10 
and 28, instead of the current 30-per-cent declining balance rate; and 


e heavy construction equipment in Class 22 (instead of the current 50 per cent 
declining balance write-off). 


These changes would not only even out the treatment across different sectors and 
types of investments, but would also reduce the pressures on the tax system 
associated with the transfer of unutilized deductions. 


Elimination of the Investment Tax Credit Except for Scientific Research Expenditures 


The investment tax credit is earned with respect to specified investments in 
particular sectors. As such, it is a significant source of variation in the tax rates 
associated with different investments. Its elimination would help to even out tax 
rates across sectors and types of investments and would allow a significant 
compensatory reduction in statutory tax rates. 


Elimination of the Inventory Allowance 


With the reduced levels of inflation currently being experienced, there is now less 
reason for maintaining the inventory allowance, currently at 3 per cent. It 
therefore would be eliminated under the illustrative proposal, allowing further 
reductions in the overall corporate tax rate. It might be possible to introduce a 
modified provision under which the allowance would be automatically 
reintroduced should inflation rise to significant levels in future. 


Other Areas 


While for the most part they are not reflected in the current analysis, there are a 
number of other areas where there are significant timing differences between 
taxable income and income as reported in financial statements. These could be 
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examined with respect to the possibility of achieving further evening out of the tax 
burden across sectors, and of permitting even larger reductions in the overall 
corporate tax rate. These areas include the treatment of interest capitalized for 
book purposes but expensed for tax purposes; whether certain capital assets such 
as those employed in research and development should continue to receive full 
immediate write-off, and certain reserve deductions in the financial sector. 


In sum, the effect of these measures would be to change the tax system from one 
which rewards effort to one which rewards success. Successful businesses would be 
able to retain a greater proportion of their earnings for reinvestment. Growing 
businesses would have a readier access to their deductions and write-offs. The 
deductions for which they are eligible would be easier to use. Finally, the 
distortions that currently exist across types of investments and across different 
industries would be substantially reduced. The tax system would interfere less in 
the decision-making of business. 


The Treatment of Inflation 


As noted above, income for financial statement purposes is not a reliable indicator 
of the real income of a business in the presence of inflation. This has led some 
commentators to suggest the indexation of the tax system, as has been proposed in 
the United States. Such a move has not been proposed in this document for a 
number of reasons. 


The indexation of business income would require adjustments to capital cost 
allowances, inventory valuation and interest expense to reflect inflationary 
increases. This would require a major overhaul of both the personal and corporate 
tax systems. The indexation of interest expense would result in a corporation 
deducting for tax purposes only the “real” interest component of its nominal 
interest expense. A similar change would be required in the taxation of interest 
income of lenders, including individual savers. As a result, corporations and 
individuals would be required to keep track of their assets and liabilities in order 
to determine the proper indexation adjustments. This would introduce substantial 
complexity for taxpayers and would significantly add to the costs of compliance. It 
is far from clear how one could deal with the tax deductions and income associated 
with debt already outstanding. 


Indexation would have other important effects on Canadian corporations. By 
limiting the amount of interest deducted from taxable income, corporations would 
have higher financing costs, and the current cash flow of leveraged investors could 
be seriously affected. While Canadian lenders might be prepared to accept lower 
interest rates as a result of indexing interest income, interest rates in Canada are 
strongly influenced by international financial markets. This could reduce and 
possibly remove any advantage to corporations of indexing the corporate 

tax system. 


The impact of inflation on marginal rates of corporate income tax for various 
types of assets was reviewed above. This analysis indicates that inflation does not 
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seriously increase tax rates on most types of assets except in the case of 
inventories. Thus, if inflation should increase in the future, it may be appropriate 
to reintroduce an allowance similar to the current inventory allowance. 


B.2 The Impact of the Illustrative Proposal 


(a) Impact on Tax Rates 
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The changes outlined in the previous section would have the effect of spreading 
the impact of corporate taxes more evenly among corporations. Within a sector 
more profitable firms would be taxpaying. Currently, many profitable firms are 
not in a taxpaying position due to the impact of accelerated write-offs and tax 
credits. The reduction in these up-front incentives would result in more profitable 
firms paying taxes. The changes would also help to even out the impact of tax 
liabilities across different sectors. As shown in Table 12, most average corporate 
tax rates are within 2 percentage points of the total industry average tax rate. 


A simulation of this proposed system on 1981 corporate incomes, shown in 

Table 12, also shows that those sectors which have tax liabilities below the average 
across all sectors (agriculture, mining and manufacturing) would experience 
increases in their tax rates. Those sectors which face the highest average tax rates 
(construction, trade and services) would benefit from reduced average tax rates. 
The reason for this can be seen by recalling the main features in the current 


Table 12 


Average Tax Rates by Sector 
Under the Current and Proposed Tax Systems 


Current Proposed 


(per cent of financial statement income) 


Agriculture, forestry and fishing bis 14.3 
Mining 32 £339 
Oil and gas 2138 20.0 
Manufacturing 16.5 17.9 
Construction 19.8 17.9 
Utilities and transport 16.1 15.4 
Wholesale trade 23.0, 21.6 
Retail trade SKS) 18.0 
Finance 16.5 17.8 
Services 19.8 WES: 

Total all industries RS, 17.9 


Source: Department of Finance simulations on sample of 1981 tax returns of corporations (see notes 
at end of paper). 


system that lead to differences in taxation across industries. Capital investment 
incentives such as accelerated depreciation and the investment tax credit are 
directed primarily at the resource and manufacturing sectors. The labour-intensive 
trade and service sectors derive relatively little benefit from such incentives. Thus, 
the replacement of these incentives by a rate reduction that benefits profitable 
firms regardless of the type of activity they pursue would result in these industries 
bearing a relatively lower share of the corporate tax. 


The changes would benefit small businesses as well. Table 13 shows that such 
businesses would actually experience a reduction in their average tax rate, as a 
result of the reduction in their statutory tax rate from 15 to 11 per cent. This 
would more than compensate such businesses for the reductions in the investment 
tax credit and rates of capital cost allowances, as small businesses tend to be less 
capital intensive than larger businesses. This would help such businesses retain 
more funds in order to finance business investments. 


While the overall average tax rate would remain basically the same, the way it is 
arrived at would change substantially. The impact of the proposed changes on 
corporate taxable income, statutory rates and average corporate tax rates by 
sector is provided in Table 14. Currently, taxable income is some 69 per cent of 
financial statement income. This ratio would increase to 79 per cent, so that 
taxable income would be closer to the actual income earned by companies. In 
addition, the investment tax credit, formerly 2.6 per cent of income, would be 
reduced to one-half of 1 per cent of income as it would apply only to research and 
development. These changes would be compensated for by a reduction in the 
average statutory rate of tax on the broader base of taxable income from 30.0 to 
23.4 per cent. 


Overall, capital cost allowances would remain relatively larger than depreciation 
as reported on company books, since only the sector-specific provisions 
incorporating significant levels of incentive would be reduced. However, on 


Table 13 


Average Tax Rates by Size of Corporation 
Under the Current and Proposed Tax Systems 


Current Proposed 


(per cent of financial statement income) 


Small corporations [23 11.9 
Large corporations 19.3 19.3 
Total 17.9 17.9 


Source: Department of Finance simulations on sample of 1981 tax returns of corporations (see notes 
at end of paper). 
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Table 14 


Average Federal Corporate Taxes as a Percentage of 
Financial Statement Income, Under the Proposed Changes 


Ratio of Ratio of 
taxable investment Average federal 
income Average federal tax credit tax rate on 
to financial statutory tax to financial financial 
statement rate on statement statement 
income  taxableincome income income 
(per cent) 
Agriculture, forestry, 
fishing 87.9 16.8 0.0 14.3 
Mining 51.4 25.6 0.3 13.9 
Oil and gas IAS 263 0.3 20.0 
Manufacturing 82.6 fief) 1.0 Wipe 
Construction 100.6 17.9 0.0 17.9 
Utilities and 
transport 60.5 26:3 On 15.4 
Wholesale trade OTF 225 0.1 2126 
Retail trade ye dll iS 0.0 18.0 
Finance 70.1 25.6 0.0 17.8 
Services 93.8 18.9 0.4 17.3 
Total 78.8 234 0.5 17.9 


Source: Simulations on a sample of tax returns (see notes at end of paper). 


balance there would be a change in emphasis on how investment incentives are 
delivered. Incentives to the corporate sector would be provided more generally 
through a reduced rate of tax, rather than through specific write-offs and 

tax credits. 


One of the concerns expressed with the current system is that the uneven 
application of tax incentives across industries and assets distorts business decision- 
making. One way to gauge the potential extent of this distortion is through the 
variation of marginal tax rates. These rates show the impact of the tax system on 
individual investment decisions. Table 15 shows the impact on marginal tax rates 
across sectors for large and small firms under the current and proposed systems. 


For both types of firms, tax rates across sectors would show less variation under 
the proposed system than under the current system. For the most part, industries 
that have higher than average tax rates under the current system would experience 
rate reductions under the illustrative proposal. The tax rate for manufacturing 
would rise from substantially below the average to about 90 per cent of the 
average of non-resource industries. Thus, while manufacturing would retain an 


Table 15 


Marginal Federal and Provincial Corporate Tax Rates 
Under the Current and Proposed Tax System, by Sector 


Small corporations Large corporations 
Current Proposed Current Proposed 
(per cent) 

Agriculture -0.7 5.9 16.1 De 

Resource eas n.a. 8.5 ll 

Manufacturing Gr2 8.5 19°6 25:5 

Construction 6.2 9.2 5358 3133 

Utilities and transport 10.7 11.4 33.8 27.6 

Wholesale trade i Os) 12.0 34.8 34.8 

Retail trade 12.8 11.4 SHS) 34.1 

Services 9.1 9.6 36.6 Slee) 
Total 

— excluding resource 8.0 9.6 28.0 DHS 

— including resource 8.0 9.6 Pai fee 26.8 


Source: Department of Finance simulations (see notes at end of paper). 


Table 16 


Marginal Federal and Provincial Corporate Tax Rates 
Under the Current and Proposed Tax System, by Asset 


Small corporations Large corporations 
Current Proposed Current Proposed 
(per cent) 

Buildings 7.8 Gay, 30.6 2or2 
Machinery 4.9 9.6 24.6 25.0 
Land 9.7 val 30.8 Mei 
Inventories leo 10.9 36.6 BD 
Total 8.0 9.6 28.0 Pe) 


Note: Figures exclude resource industries. 


Source: Department of Finance simulations (see notes at end of paper). 
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advantage, its relative position with respect to other industries would be altered. 
On the other hand, there would be a substantial decline in the tax rate on utilities 
and transport, trade and service industries, all of which are more highly taxed on 
new projects under the current system. 


The proposed changes would also lead to some evening out of tax rates across 
different types of investments. Table 16 shows that, while investments in 
machinery and equipment are currently favoured over other types of capital assets, 
tax rates would become virtually equal across such assets for both small and large 
corporations. The exception to this is inventories which would continue to 

bear a heavier tax burden than other assets although the tax rate would have 
fallen slightly. 


(b) Impact on Activity 
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The impact of these proposed changes to the corporate income tax would have an 
important effect on business decision-making in each sector. The impact of the 
proposed changes on economic activity has been evaluated by taking into account 
sectoral differences in tax rates, production structure and the possibility of 
substituting among various inputs used in production. 


1. Aggregate Investment — The aggregate change in investment would likely be 
small since the proposed changes are designed to be revenue-neutral, with 
corporate rate reductions offsetting the reduction in excess write-offs. However, 
the pattern of investment might be expected to shift. Investment would increase in 
some sectors such as utilities, transport, wholesale trade, retail trade and services. 
The evening out of the tax rates that would occur would reduce the influence of 
the tax system on the pattern of investment in Canada. 


2. The Structure of Production — As already emphasized above, the impact of the 
proposed changes would tend to equalize marginal tax rates on investments made 
in buildings, land and machinery. Indeed, the significant relative advantage 
towards machinery investment and away from construction that exists in the 
current system would be virtually eliminated. In addition, the impact of the 
proposed changes would make the choice between employment and investment 
more neutral. 


3. Financing — The reduction in the corporate tax rate would have two important 
impacts on the balance sheets of corporations. First, a lower corporate tax rate 
would make equity financing more attractive relative to debt financing. The 
proposed changes could, over the longer term, have the effect of increasing the 
equity-to-asset ratio by as much as 3 percentage points. The second effect of the 
proposed tax rate reduction would result from the change in the accounting value 
of the deferred tax liabilities carried on company books. Deferred tax liabilities, 
which arise from the timing difference between book and tax depreciation rates, 
are of lower value when the corporate tax rate is reduced. Any reduction in 
deferred tax liabilities arising from a corporate tax reduction would be transferred 
to shareholders’ equity. The effect of this would increase equity relative to assets 


by about | percentage point. The proposed reduction in the corporate tax rate 
would thus improve the balance sheets of corporations. 


4. Employment Generation — The impact of the proposal would be to reduce the tax 
disadvantage to employment-generating industries such as utilities, transport, 
trade and services relative to the capital-intensive industries such as manufactur- 
ing. As shown in previous sections, these sectors have been responsible for virtually 
all of the employment creation over the past decade. In addition, the demand in 
the construction-related industries, which tend to be labour intensive, would 
increase given a shift in incentives away from machinery and equipment, the 
production of which is capital-intensive with a significant import component. 


B.3 Technical Implications 


This chapter examines some of the technical implications of the illustrative 
changes as they relate to what is known as the integration of personal and 
corporate taxation, particularly with respect to the tax treatment of income earned 
by small business. The changes discussed do not represent material changes in 
impact on such firms. The second part of the chapter examines the impact of 

the changes on the incentive for firms to seek to transfer unused write-offs to 
other taxpayers. 


(a) Deferral of Shareholder Tax 


If the combined federal and provincial corporate rate of tax were reduced 
substantially below the highest marginal tax rate at the individual level, it would 
be necessary to modify the present system for the taxation of investment income 
and taxable capital gains (one-half of capital gains), active business income 
eligible for the small business deduction, personal service business income and 
specified investment business income received by private corporations. 


Investment Income 


The present system for the taxation of investment income received by a private 
corporation has been designed based on the following policy objectives: 


e Investment income received by a corporation and paid out to an individual 
shareholder should bear a total corporate and individual tax equal to the tax 
which the individual would have paid if he had received the investment 
income directly. This objective is referred to as integration of corporate and 
individual income tax. 


e An individual should not be able to defer paying individual income tax on 
investment income by transferring the investment income to a corporation. 


Investment income (other than dividends from Canadian corporations) received by 
private corporations is subject to the full corporate tax of 50 per cent. However, 
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16 2/3 per cent is refundable at the rate of $1 for every $4 of dividends paid. 
Dividends received from Canadian corporations (except if the receiving 
corporation owns 10 per cent or more of the shares of the paying corporation) are 
subject to the Part IV tax of 25 per cent. The Part IV tax is refundable at the rate 
of $1 for every $4 of dividends paid. 


In order to achieve integration of corporate and individual income tax on capital 
gains, the private corporation is entitled to distribute one-half of the capital gain 
as a tax-free dividend to its shareholders by means of a mechanism called the 
capital dividend account. 


If the full corporate tax rate were reduced, it would probably be necessary to 
impose a refundable tax under Part IV on investment income (other than 
dividends from Canadian corporations). In addition, the refundable portion of 
corporate tax would need to be reduced. These changes would ensure the 
continuation of integration of corporate and individual tax on investment income 
and ensure that individual tax could not be deferred by transferring investment 
income to a corporation. 


The above modifications would also apply to a “specified investment business”. 
This concept was introduced to ensure that investment income of a corporation 
with sufficient activity did not qualify for the low rate of tax. Instead, this type of 
income is treated in an identical fashion to investment income received by a 
private corporation. In order to qualify for the low rate of tax, the corporation 
must employ more than five full-time employees. 


The present system provides some integration of corporate and personal tax for 
investment income received by mutual fund corporations, investment corporations 
and non-resident-owned investment corporations. If the corporate tax rate were 
reduced to 40 per cent, the integration applicable to these corporations would have 
to be modified. 


Active Business Income 


Canadian-controlled private corporations are eligible for the small business 
deduction on the first $200,000 of taxable income from an active business. This 
small business deduction reduces the effective corporate tax rate to approximately 
25 per cent. However, the effective low tax rate varies significantly from province 
to province and whether or not the corporation is entitled to the manufacturing 
and processing tax credit. 


The present system of taxing income of small private corporations at the low rate 
of corporate tax includes features that are designed to integrate corporate and 
personal tax. These features achieve the following objectives: 


e Double taxation of corporate-source income is avoided. 


e¢ One form of remuneration of an owner-manager of a private corporation, 
such as a dividend, is not benefited over another such as salary, solely as a 
result of tax considerations. 


Income subject to the low small business tax rate is taxed at approximately 25 per 
cent. The dividend tax credit, on the other hand, is at a level that would be 
appropriate for a corporate tax of 33 1/3 per cent. Thus, to achieve integration, the 
corporation must pay the corporate distribution tax on dividends paid out of 
income that has been taxed at the low corporate rate, to raise the total corporate 
level taxes to the assumed 33 1/3 per cent. 


If the low corporate tax rate is reduced from the present benchmark rate of 25 per 
cent, the corporate distribution tax system would have to be modified as follows: 


e The amount added to the preferred earning amount (PEA) account (income 
taxed at the low corporate tax rate less income taxes) each year would 
be increased. 


e The corporate distribution tax rate would be increased. 


e A transitional rule would be required to recognize that earnings under the 
existing system have borne a higher corporate tax rate. 


(b) Transfer of Unused Deductions and Credits 


As has been discussed previously, corporations frequently have deductions, losses 
and credits in excess of their ability to use them in the near term. This has led to 
considerable pressure to discover ways to transfer these amounts to other 
corporations or individual investors. In turn, complex provisions have been, or 
may be, required to prevent an undue loss of government revenues. These 
provisions include: 


Rental property rules 

Leasing property rules 

After-tax financing rules 
Income bonds or debentures 
Term-preferred shares 
Short-term preferred shares 

Limited partnership rules 


In many cases, the unused amounts have been associated with accelerated 
depreciation and investment tax credits. Given that the thrust of the proposals in 
this paper would be to reduce these up-front incentives, it is appropriate to explore 
whether or not the rules restricting the trading of unused deductions might be 
relaxed in the mature system after the existing banks of unused losses, deductions 
and credits had been significantly reduced. This possibility depends both on the 
incentive to transfer in individual cases that would remain after the changes, and 
the potential aggregate size of accumulated deductions and credits available 

for transfer. 


The attractiveness to firms of transferring losses depends essentially on the value 
to the firm of retaining the losses for use in the future as compared to the 
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immediate value that they will receive in compensation from the transferee 
taxpayer. This comparison depends upon a number of factors: 


the risk of the firm not being able to utilize the losses in the future; 


e the present value today of the expected future tax reductions as the losses 
are utilized; 


e the transaction costs (legal and accounting fees and commissions) of 
transferring the losses to another taxpayer; and 


e the amount that a purchaser is willing to pay to be able to utilize the losses. 


To the extent that the gap between the use of the write-off and the income earned 
with respect to the expenditure is reduced, the firm itself will have a greater 
possibility of using the write-offs and there would be a reduced incentive to 
transfer. This matching of income and expenses could be accomplished in a 
number of ways, including narrowing the difference between capital cost 
allowance rates and financial statement depreciation rates, delaying the taking of 
depreciation until income is earned, and capitalizing pre-production expenses. 


The reduction in the statutory corporate tax rate would reduce the amount that a 
corporate purchaser might be willing to pay to obtain a transfer of deductions 
from another corporation. Since the transaction costs would remain the same, the 
reduction in corporate tax rates should reduce the demand by corporations to 
purchase deductions from other corporations. 


The advantage under the present system of after-tax financing would be reduced 
as a consequence of the reduction in statutory tax rates. After-tax financing is 
attractive to a non-taxpaying firm, as it can reduce its after-tax cost of interest 
payments. This reduction occurs as the lender is willing to accept a lower rate of 
interest when the return is non-taxable. The rate of interest on the after-tax 
financing instrument relative to the before-tax rate reflects the rate of tax of the 
lender. Ignoring the premium normally attached to such an instrument, a lender 
facing a 50-per-cent tax rate would accept a 6-per-cent after-tax return in lieu of 
an ordinary 12-per-cent interest rate. This results in a difference of 6 percentage 
points in the cash-flow cost of funds for the borrower. (The present value of 
benefit to the borrower depends upon when in the future the borrower expects to 
become taxpaying.) If the lender has a tax rate of 40 per cent, the after-tax 
financing instrument will need to return 7.2 per cent, dropping the difference to 
4.8 percentage points. 


While the need for some of the current rules could be reduced in the future under 
the suggested new approach, they would continue to be required while the current 
large banks of deductions exist. Thus, the potential benefits in relaxing some of the 
current restrictions would be delayed until the system matures. The use of these 
existing banks would be accelerated, however, by the reduction in write-off rates 
for new investments. 


Another potential problem that would require consideration is the impact of the 
spread between personal and corporate tax rates on the incentive to transfer. 
There would be an incentive to transfer deductions to individuals, even in areas 
where the firm is in a taxpaying position. These would then be written off against 
the higher personal tax rate. The income would be retained in the corporation to 
benefit from the lower corporate rate. Even if the restrictions on inter-corporate 
transactions were lifted, after the existing bank of deductions, etc. had been 
significantly reduced, it might be necessary to maintain some of these restrictions 
to prevent transfers to individuals. It is not clear at what differential between 
corporate and personal tax rates this potential problem would become serious 
enough to warrant such rules. 
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Summary and Conclusion 


It is time to review the existing corporate tax system in Canada. This paper is a 
first step in this review. It provides information on the impact of the current 
system essential for evaluating the effectiveness of the corporate tax system in 
promoting growth and employment, and advances for discussion a direction 

for change. 


There are significant incentives in the existing system which support a wide range 
of activities, including manufacturing, resource activities, research and 
development and small business. The paper points out a number of issues in the 
current structure of this system: 


e¢ Due to the range of selective incentives, the tax level varies greatly across 
different industries and types of investment. This variation in incentives may 
interfere with business decision-making in a manner that leads to a pattern of 
investment and economic activity that is less productive than could be 
achieved under a tax system that treated different activities more 
even-handedly. 


e A substantial build-up of unused tax deductions and tax credits currently 
exists on corporate books, exacerbating the differences in tax rates among 
firms. In some cases, the high levels of immediate write-offs and tax credits 
result in profitable corporations not paying tax. 


e The build-up of unused deductions and credits has been the source of much 
instability and pressure on the tax system, and consequent legislative 
adjustments. Over the last decade, changes have been made in the law both to 
allow unused tax incentives to be transferred to other taxpayers for activities 
such as R&D or energy exploration, and to limit the ability of taxpayers 
generally to effect such transfers, out of concern for undue erosion of the 
tax base. 


The paper A New Direction for Canada: An Agenda for Economic Renewal raised 
the question of whether more general investment incentives might not be a more 
effective way to promote economic growth, productivity, competitiveness and 
employment. 


That question is addressed in this paper with the purpose of stimulating a full 
public discussion in this important area. As a focus for discussion, the paper puts 
forward a direction for change that would see the current array of tax credits, 
accelerated depreciation and other special deductions replaced by a significant 
reduction in the statutory tax rates on taxable income. Changes along these lines 


45 


46 


could lead to a more equal distribution of the tax burden across different firms 
and industries, and would relieve some of the pressures on the system associated 
with the accumulation of unused tax deductions and credits. The suggested 
approach is deliberately structured to raise the same amount of revenues as does 
the current system. 


Incentives for manufacturing, for small business and for R&D are important, and 
the illustrative proposal would continue special treatment in these areas. Yet the 
proposal illustrates that it may be possible to achieve these goals in a system that 
focuses incentives more directly on results achieved, through the provision of a 
lower tax rate. At the same time, it may be appropriate and possible to spread the 
incentives more evenly across different investments and different sectors and thus 
to reduce the impact of tax considerations on the decision-making process. 


Technical Notes 
I. Notes to Tables 4, 5, 12, 13 and 14 


1. The average federal corporate tax rate is computed as the ratio of federal 
Part I taxes payable to adjusted financial income for corporations. Taxes paid 
and financial income were adjusted in a number of ways in order to isolate 
the taxation of business income in the current year. Financial income of 
corporations was adjusted to be net financial income before corporate income 
taxes. Intercorporate dividends and net book capital gains were removed from 
financial income. Losses that were carried back were deducted from 
aggregate taxable income while losses to be carried forward were given a 
discounted value and deducted from income. 


2. The average corporate tax rates were simulated to represent the 1985 
corporate tax system. Because of a time lag in the availability of data, the 
calculations were performed on sample corporate data available for 1980 and 
1981. The data base consists of a weighted sample of corporations collected 
by Revenue Canada on a yearly basis. There are approximately 15,000 
corporations in the sample in each year. The corporations making up the data 
base are sampled from the corporate universe according to the following 
criteria: size, tax status, industry and location. Corporations with financial 
losses were excluded for the purposes of this study. Two years of data were 
used to smooth out peculiarities attributable to a single year. 


3. The industrial breakdown chosen corresponds to the Standard Industrial 
Code developed by Statistics Canada. 


4. The statutory federal tax rate refers to the tax rate faced by firms when the 
small business and manufacturing and processing deductions are taken 
into consideration. 


5. Because 1980 and 1981 were the latest years in which data were available, 
the data were adjusted to represent the 1985 corporate tax system. The 
purpose of the adjustments was to simulate the 1985 tax system as if it had 
always been in place. This produces an appropriate base against which to 
examine the mature system impact of different alternative tax regimes. The 
adjustments taken into consideration were the half-year rule for the capital 
cost allowance deduction, the change in the earned depletion rules for oil and 
gas, and changes in the investment tax credit (extension to heavy construction 
equipment, the increased rate for research and development, removal of the 
income limitation and the refunding of investment tax credits for non- 
taxpaying corporations). No behavioural response was taken into account 
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when making the adjustments. The half-year rule adjustment to the capital 
cost allowance system was calculated by assuming that the rule has always 
been in place. This adjustment took into account growth and the depreciation 
of capital stock and influences the amount of CCA claimed under the 
proposed new rules. In addition, the removal of earned depletion for most oil 
and gas activity and the recent elimination of the Petroleum and Gas 
Revenue Tax (PGRT) were also taken into account. 


6. The average federal tax rates under the proposed system in Tables 12, 13 and 
14 were calculated using the same methodology as in Note 5 after adjusting 
the corporate data for the proposed changes. No behaviourial responses were 
taken into account. With the exception of the capital cost allowance base, 
only the tax parameters are changed. For the capital cost allowance the 
impact of the rate changes were calculated in a manner similar to the 


adjustment for the half-year rule, assuming that the new rates had always 
been in existence. 


II. Notes to Tables 6, 7, 11, 15 and 16 
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The marginal tax rates illustrated in the above tables were derived under the 
following set of assumptions: 


1. The nominal interest rate and return on equity are determined by 
international markets. 


2. Corporations are fully taxable and able to take full advantage of all 
deductions and credits. 


3. There are no real capital gains on physical assets. 
4. Corporations undertake financing so as to maintain a fixed debt/equity ratio. 


5. Corporations invest so as to maximize the discounted value of their real 
dividend stream, or equivalently, the value of their equity. 


The marginal tax rate on a given type of capital is the proportional difference 
between the before-tax rate of return required by an investor (r,) and the after-tax 
rate of return it implies (r,): 


t= (rer) poe 100 


Financing and the risk premium on equity is assumed to be the same for all firms. 
The formulas for the required returns are taken from R. Boadway, N. Bruce and 
J. Mintz, “Taxation, Inflation and the Effective Marginal Tax Rate on Capital”, 
Canadian Journal of Economics, 1984, 62-80. The after-tax cost of funds is a 
weighted average of the return on debt and the return on equity, determined as 
follows: 


r,=Bi+ (1-B)e-p 


where, 


1 =nominal interest rate on Canadian assets; 

e€ =nominal return on Canadian equity; 

B =the proportion of investment financed by debt; 
p =the rate of inflation. 


The gross rate of return required on depreciable assets is determined by the 
following formula: 


r=[(r+ d—p) (1c) (1-uZ)/(1-u)]-d 


and for inventories (with a holding period of less than one year): 


T,=r, + u(p—v) 
du) 
where, 


u =the combined federal/provincial corporate tax rate; 

r,=the after-tax cost of financing for the firm = Bi(1l —u) + (1-B)e-p 
d =the rate of depreciation on physical assets; 

c =the investment tax credit rate; 

Z=the present value of the CCA deductions; 

v =inventory allowance. 


The combined federal/provincial tax rate (u) is a weighted average of the various 
provincial rates. The provincial disaggregations shown in Table 7 illustrate the 
impact of these different rates on an individual basis as well as reflecting 
variations in ITC rates across different regions. 


The impact of inflation on the marginal effective tax rates (illustrated in 
Table 11) was determined in accordance with the open economy assumption. 


Specifically, the domestic nominal interest rate was adjusted as follows: 


1=1 + ((1 —s)/(1 — m)) (e’ -e) 
where, 


s =tax rate on capital gains (accrual basis) in the United States (15 per cent); 
m=tax rate on interest income in the United States (30 per cent); 

e =current rate of inflation in Canada; 

e’=new rate of inflation in Canada; 

i’ =new rate of interest. 


The adjustment reflects the assumption that the marginal investor resides in the 
United States. An increase in the Canadian rate of inflation leads to an increase in 
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the nominal interest rate which is taxed at the rate of 30 per cent in the hands of 
the U.S. investor. The appreciation in the Canada/U.S. exchange rate due to the 
change in the rate of inflation in Canada is taxed at the lower capital gains tax 
rate of 15 per cent. 


Marginal tax rates were calculated for 29 types of capital in each of 34 industries 
for both small and large firms. CCA classes were divided into equipment and 
building classes and weighted averages developed to obtain the aggregated results 
illustrated in the tables. The weights were derived from investment flows obtained 
from a sample of corporate tax returns over 1979 to 1981. The 34 industries were 
aggregated into broader classifications based upon industry investment flows 
obtained from Corporate Financial Statistics, Statistics Canada catalogue 
number 61-207. 


Ill. Note to Table 8 


An unused deduction is defined as a tax deduction not used in 1981 that could be 
immediately used if the corporation had sufficient taxable income. The value of 
the unused deductions was calculated on the sample corporate data for 1981 
described in the note on average tax rates. The various provisions used to calculate 
the maximum unused deductions available in the tax system in 1981 included 
capital cost allowances, resource deductions, losses (current, prior, non-capital and 
capital), bank reserves, charitable donations, investment tax credit and the foreign 
tax credit. 


IV. Note to Table 10 


The growth rate results are derived from Statistics Canada publications, covering 
the period 1974-1981. All numbers are for growth rates in constant dollars of 
output and investment. Where data was too disaggregated, sub-sectors’ growth 
rates were weighted by the corresponding shares to generate the sectoral 

growth rate. 


V. Note to Table 11 


The data are drawn from a six-year longitudinal file, which is based on a sample 
of corporate tax returns. Investment is based on net fixed depreciable asset 
expenditures over the period 1977-1982 based on net additions from the capital 
cost allowance schedule. 
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Tableau 2 


Valeur fiscale des principales mesures fédérales, selon le secteur, en 1980°” 


8 eS Se 


Déductions fiscales Taux réduit d’imposition 
we Be eS Se eS 
Mesures Déductions Déductions Crédit 
relatives de 3% accordées Fabrication d'impot a 
aux pour aux petites et trans- l’investisse- 
DPA ressources inventaire entreprises formation sement 


a oe oe oe eee ee Se SS a Se 


(en millions de dollars) 


Industries de ressources” 610 1,265 50 20 hes 185 
Fabrication 930 70 250 155 360 370 
Construction 65 0 5) 165 5) 5 
Services d’utilité publique 

et transport 200 50 10 ap 0 50 
Commerce 120 8) is) 440 25 Z5 
Finance 265 30 > 150 0 5 
Services 80 0 5 245 iS 15 
Autres 10 10 0 ie 0 20 
Ensemble des industries 2,280 1,420 500 1,305 480 675 


Ce ee bie See a i a SS ee eS aS eS 


() La valeur fiscale désigne la réduction des recettes féderales tirées de l’impot sur les sociétés qui est attribuable aux encouragements fiscaux. Elle est fondée sur les 
déductions réclamées par les sociétés pendant l’annee. 
2 Aucune donnée n’est disponible pour l’agriculture, la péche et exploitation forestiere. 


Source: FEchantillon de déclarations d’impdot des sociétés. 
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